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The introduction of value-added tax (VAT) in replacement of the sales-tax system has brought an unexpected blessing of the leasing industry – our calculations demonstrate that most lease and hire purchase transactions, the tax inefficiency involved in sales-tax on lease transactions has completely been eliminated. On the contrary, we are of the view in many cases, leasing companies (which includes hire purchase companies too) may make skillful management to make accelerated use of unutilized VAT input credit, and pass on to their customers advantages that may be unlikely to be offered by the suppliers. We therefore see a distinct source of profit for the leasing industry.

In order to understand the implications of VAT for lease (which includes hire purchase, though in States where there are specific tax clauses applicable to hire purchase transactions, the conclusions in this paper may not be applicable), we first need to understand some quick basics of VAT in their applicability to lease and hire purchase transactions, and then understand the genesis of the unique benefits under the VAT system available for leasing companies.

VAT regime co-existing with CST regime:
In the VAT regime, it is clear that any purchase of goods or capital goods inter-state or in any other state is patently unprofitable. This is because, for goods locally bought, the buyer gets a set-off, while for goods bought subject to payment of taxes in either other states or subject to CST, there is no set off. Until the CST is phased out as promised, this inequity will continue.
In our view, this will bring about a sea-change in supply logistics. While earlier, suppliers has selected a few vantage locations for making deliveries (for example, tax holiday locations, lower tax locations) and would localize the sales at their chosen locations, it would now be incumbent upon suppliers to make local sales in the buyer states. Thus, major suppliers of raw materials and capital goods will be forced to move their delivery points to bring the same closer to the buyer, such that the buyer gets a local tax-paid invoice to claim his set off. Quite clearly, assuming the concessional CST rate is 4%, goods bought locally will be at least 4% cheaper than the goods bought inter-state.

While major suppliers will try to do so, not all suppliers can afford the administrative set up required to manage sales-tax payments in different locations. 

This is where, as we explain below, leasing companies that have all-India operations will have a peculiar advantage.

Applicability of VAT to leasing companies:

As before, both lease and hire purchase transactions continue to be liable to value-added tax.

A few facts relevant for lease and hire purchase transactions (with some State-level exceptions) need to be noted:

· The VAT system is applicable only for lease transactions effected on or after the effective date of VAT, that is 1st April 2005 for the 20 States that have transitioned to the VAT system.

· The goods that a leasing company purchases for the purpose of lease or hire purchase are not “capital goods”. A lot of confusion has been created relating to the negative list of capital goods – as a lease is a sale, the goods bought for the purpose of lease are actually goods bought for resale. Therefore, a leasing company is comparable to a trader. Hence, in every case, even in case of vehicles or air-conditioners which are negative-listed items otherwise, the leasing company will be able to claim set off of the input-tax paid by it.
· Barring exceptions, the existing principle of paying tax on lease rentals over the lease period will continue. That is to say, the lease rentals are treated as “turnover” based on the accrual of rentals, and this turnover is spread over the lease period.
· On the other hand, the input tax is paid at the time of purchase – that is, at one point of time. This input tax shall be available for set off against the output tax applicable on rentals, spread over a time. Since there is no need to connect each purchase with its respective re-sale, the set off may be done on an entity-wide basis within a State.
Double recovery of Input tax:

A curious question that arises for consideration is: will leasing companies rentalise the input tax paid on the purchase of goods? For example, if a leasing company buys a machine having a basic price of Rs 100000, paying 4% tax thereof, adding up to Rs 104000, will it compute rentals on Rs 100000 or Rs 104000?

From an accounting perspective, the transaction will be capitalized (whether as fixed asset or stock in trade) at Rs 100000, because the input tax paid Rs 4000 is a separate asset by itself. 

However, from a cashflow perspective, it is still an outflow. Take the analogy of a loan – if the lessee had to take a loan to finance his purchase, the 100% lender would finance him Rs 104, since the buyer does not get instant set off for capital goods that he buys.
Now, if the leasing company rentalises Rs 104000, there is, in face, a double recovery of Rs. 4000 being the input tax. The lessor recovers it from the lessee in form of lease rentals, and recovers it also from the government in form of set-off against the lessor’s tax liability. Both these recoveries are staggered over a period of time; but nevertheless, the lessor’s IRR improves due to the duplicated recovery.
Assuming that the lessor rentalises only Rs 100000, there is an outflow of Rs. 4000 on account of input tax currently, which is not available for immediate set off (unless, we make an extended assumption that the lessor has other turnover against which he can set off the whole of this input tax). Therefore, the lessor’s IRR drops down.

To, therefore, understand the impact of VAT recovery on the lessor’s returns out of the lease, we have to evolve a new analytical measure – we call it Post-VAT IRR.

Post-VAT IRR:

Those who are aware of lease economics are well aware of the concepts of pre-tax IRR and post-tax IRR. The post-tax IRR commonly refers to the IRR after considering depreciation and tax on income – that is, it is post-income-tax.
With the application of VAT, the other intermediate measure of analysis also becomes significant – post-VAT IRR. In fact, to make the analysis complete, we may now have 4 analytical measures:

· Pre-tax, pre-VAT IRR
· Pre-tax, post-VAT IRR

· Post-tax, pre-VAT IRR

· Post-tax, post-VAT IRR

Needless to say, it is the 4th measure mentioned above that gives the ultimate measure of economics of leases; however, since we are currently focusing on the impact of VAT (there is an income-tax impact of VAT as well, as depreciation cannot logically be claimed on VAT), we will focus on the 2nd measure of analysis.

Substantially, the post-VAT IRR is similar to the post-tax IRR. The post-tax IRR is relevant due to the timing difference between real income and taxable income in case of leases. The post-VAT IRR is relevant as there is a similar timing difference between incurrence of input tax, and its recovery by way of set off and/or by way of rentals from the lessee.
Illustrative post-VAT IRR:

We made a simplified model to assess the impact of VAT on lease economics. We made the following assumptions:
· The leasing company rentalises VAT also. In marketplace, this should not necessarily mean the double recovery of VAT – since, as we illustrate below, the impact of increase in post-VAT IRRs will be compensated by reducing pre-tax, pre-VAT IRRs. Ultimately, we realize that every lessor will be interested in a net yield – therefore, the VAT benefit/loss is ultimately being priced out in form of lease rentals.

· We have made another assumption which is critical and important to understand – we have assumed that the input tax payable on each purchase is to be offset against the rentals out of the specific lease only. This assumption  is practically wrong, but theoretically justifiable. And in fact, to take the argument further, it is the ability or otherwise of the leasing company to trade in this assumption which is the real source of profits out of the VAT scenario. We return to this point later. At this juncture, let us establish the reasons why this assumption is theoretically valid: VAT kicked off on 1st April and is applicable for transactions executed or or after 1st April only. Therefore, there cannot be any existed leases against which the set off can be claimed. If there are leases subsequent to this date from which rentals arise, there would also be a corresponding purchase of goods. If the leasing company has a local lease for which there is an inter-state purchase, that is a VAT-arbitraging scenario which we talk later in this article. So, we find it theoretically convenient to make the assumption that the set off of input tax out of a particular lease will be carried forward and utilized against income from the lease itself.

We did working of items taxable at 4% (in other words, the purchase and the lease both taxable at 4%) and items taxable at 12.5%. We did this working for several lease periods starting from 12 months. We have taken a full payout lease with no residual value. The results are as under:
Table 1: Post-VAT IRR for a pre-VAT IRR = 10%

	Purchase and lease taxable at
	12 months
	24 months
	36 months
	48months
	60 months
	72 months
	84 months

	4%
	16.87%
	13.50%
	12.32%
	11.73%
	11.38%
	11.14%
	10.98%

	12.5%
	17.48%
	13.95%
	12.72%
	12.09%
	11.71%
	11.45%
	11.27%


The workings in the Table above are clearly understandable. Take the case of 4% taxable item (all capital goods, computers, etc.). There is a 4% duplicated recovery, for which the set-off period depends on the period of lease. The shorter the lease period, the faster the recovery of the input tax from the revenue. Notably, it is not the recovery of the input tax from the customer that has the positive impact on the IRR, since that recovery is anyway priced at the pre-tax IRR. Therefore, the post-VAT IRRs are substantially better for shorter lease terms than they are for longer lease terms. However, there are better along the way.
The impact of the above is more pronounced where the rate of tax is 12.5% - as the quantum of the input tax is magnified.

How will the market respond to post-VAT IRRs:

We do not expect that leasing companies will start making profits on VAT, as shown by the post-VAT IRR table above. On the contrary, competitive pressures will bring the post-VAT returns to match with the lessors’ expected returns. Therefore, we envisage that the pre-tax IRRs of lease will decline, so that the post-VAT IRRs will be substantially the same as the expected rate of return prior to the  VAT scenario. If the post-VAT return is kept constant, then the pre-tax pre-VAT rates come down as under:
Table 2: Pre-tax Pre-VAT IRRs, keeping Post-VAT IRR constant at 10%
	Purchase and lease taxable at
	12 months
	24 months
	36 months
	48months
	60 months
	72 months
	84 months

	4%
	3.02 %
	6.46%
	7.65 %
	8.26 %
	 8.62 %
	8.85 %
	9.02 %

	12.5%
	Negative
	Negative
	3.07 %
	4.85 %
	5.91 %
	6.62 %
	7.11 %


The above table might appear a bit startling and therefore, requires clarification. Take, for instance, the case of 12.5% taxable item with a 24 month lease period. Let us assume the pre-VAT IRR is 0%. However, at this rate, the post-VAT IRR comes to 10.44 % (not in the Table above). This is, at first look, intriguing. What we are saying is that the Lessor leases an asset worth Rs 112500, and recovers the same amount by way of rentals, and yet makes a return of 10.44%. How come? The moment we understand the duplicated recovery of Rs 12500, the post-VAT IRR becomes clear. 
However, it still remains interesting to notice that the lessor can afford to lease out an asset without any pre-VAT return at all, and make money merely out of the VAT recovery. Does that mean lease transactions will be significantly cheaper than loan transactions? We do a quick assessment of the lease-versus-loan economics below.

How would leases compare with loans?
In the ultimate analysis, it is not only that lessors will be competing among themselves, they will also be competing with loans. So how do lease transactions compare with loans?

In the example above, we showed that despite the lessor charging no IRR at all, in a 12.5% taxable item, for a 24 month lease, the lessor still gets a comfortable 10.44% IRR. So, will the zero-interest lease be the off-beat alternative to loans?
Let us not forget that we are comparing total lease payments of Rs 112500 with total loan payments of Rs 112500+ interest thereon. In case of the lease option, apart from Rs 112500, the lessor adds VAT thereon. Again, we assume the lessee is a taxable entity and the goods in question qualify as capital goods. If so, the lessee gets a set off for whatever taxes the lessor charges. Therefore, eventually, the lessee is paying only Rs 112500 over 24 months.

In case of the loan option, the borrower repays Rs 112500 plus interest thereon, but then he gets a credit for Rs 12500 being the input tax paid on capital goods. VAT rules provide that this set off will be spread over 36 months (again, subject to certain conditions – we assume those conditions are satisfied, as normally they will be). But then, after taking into account the set off of Rs 12500, the net cost to the lessee is only Rs 100000, while in case of lease, the absolute value paid by the lessee is Rs 112500. Therefore, what matters for sake of comparison is the NPV of the lease rentals, and the NPV of the repayment of the loan, after taking into account the deferred set off of input tax on capital goods.
We have done this analysis of lease-versus-loan economics, and we find that in several cases, particularly short-term leases, the lease option is cheaper than a loan option. In other words, a lease that apparently suffers VAT at both the lessor’s hands and the lessee’s hands ends up being cheaper than a loan which is taxed only at one place. This peculiar result is due to the fact that where we are assuming a lease period shorter than 36 months, the lease is accelerating the recovery of input tax for the lessee – capital goods rules allow him to spread it over 36 months while the lease is over 24 months only. If this acceleration is not permitted by the sales-tax law, then the incremental advantage of a lease over loans does not remain. However, lease transactions remain comparable to loans.
The reasons behind the newly-emerged lease-loan parity are not difficult to understand – it is a simple present value game. In course of a direct purchase or loan, the buyer gets set off for capital goods input tax over 36 months. In case of a lease, the lessor gets the same set off over the lease period. (As for the tax on rentals that the lessee pays, the lessee gets set off  - so the same becomes a non-issue for analysis purposes.) If the lease period is 36 months, this set off may be spread over some 29 months or so (of course, this will depend on several factors such as the IRR, structure of rentals, etc.). The more we accelerate this set off, the more is the comparable advantage of a lease over a loan. Vice versa, the more we prolong this set off, there is a comparable disadvantage.

How can leasing companies turn VAT to account?
Our analysis of the post-VAT IRRs above was based on the assumption that the lessor staggers the input tax credit available to him for a purchase, and claims it only out of lease rentals from the lease. Under circumstances where this recovery can be accelerated, the lessor has an eminent possibility of making a profit for himself  - which is what we illustrate in this section.
We have earlier mentioned that in the post-VAT scenario, a buyer of capital goods would find it advantageous to buy capital goods from within the State, instead of buying either inter-State or from other States. While most suppliers will be forced by market demands to be able to provide local sales at different locations, we are sure not every supplier will find this feasible. 
Now, suppose a supplier offers capital goods with CST to a lessee in Maharashtra. If the lessee buys it under CST, the 4% he pays is a sunk cost. The leasing company enters the scene – buying the goods locally at the supplier’s place (say Karnataka) and offering it locally at the lessee’s place in Maharashtra. The leasing company will have to suffer a loss of input tax credit to the extent of 4% on account of a stock transfer – so there is no arbitrage opportunity there. But then, there might be various situations where arbitrage opportunities may exist – for instance, for goods for which the buyer/lessee may not be able to furnish a C form. In addition, arbitraging may also be possible due to various  lease tenure and lease rental structures.

In other words, leasing business can generate arbitrage revenues by dealing in tax asymmetries, all in absolutely legal way.
The arbitraging opportunities for a company with a national scale can be huge. Note that this is only an additional source of spreads – additional to the tax efficiency that we have demonstrated above by the sheer operation of VAT.

Recent reduction in depreciation rates has turned the lease versus buy equation distinctly in favour of leasing from the lessee’s perspective. Instead of claiming 15% depreciation, lessees will surely be happier amortising lease rentals. That is yet another arbitraging game  - playing with tax depreciation. Coupled of playing with VAT credits, leasing can look forward to an extremely exciting scenario forthcoming. 
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Disclaimer: The article above has been written for academic discussion. Neither is this an invitation to do lease transactions, nor one to seek advice on such leases.
